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REPORT  ON  THE  LIQUOR  CONTROL  BOARD  OF 
ONTARIO  BOTTLING  OPERATIONS 


Back ground 

In  1969,  the  Association  of  Canadian  Distillers  (ACD)  made  a  submission 
to  the  Government  of  Ontario  concerning  the  control  and  sale  of  Beverage 
alcohol  in  Ontario.,  The  ACD  is  the  Canadian  Distilling  Industry's 
trade  association,  and  as  such  it  speaks  on  behalf  of  the  Canadian  dis¬ 
tillers  on  matters  concerning  the  provincial  and  federal  legislative 
policy  insofar  as  it  affects  the  alcohol  industry  in  general  and  the 
distilled  spirits  industry  in  particular  . 


The  submission  contained  49  specific  recommendations  in  total  to  the 
Government  of  Ontario,  but  one  of  the  most  noteworthy  was  their  recom¬ 
mendations  concerning  the  Board  bottling  operations .  The  ACD  recommended 
tna L  'the  Board  cease  all  bottling  operations  at  the  earliest  possible 
date".  According  to  the  ACD,  the  main  reasons  for  this  were: 


1.  The  Board  competes  unfairly  with  free  enterprise 0 

2 .  Because  most  of  the  products  bottled  by  the  Board  are 
imported  in  bulk  from  abroad,  the  Board  is  actually 
doing  a  great  disservice  to  the  Canadian  distilled 
spirits  and  wine  industry. 

3.  Since  the  present  government  is  dedicated  to  the  free 
enterprise  system,  it  should  not  encroach  on  the  domain 
of  private  industry. 

4.  The  Board  actually  loses,  rather  than  gains  revenue 
through  its  bottling  operation. 

5.  The  Board  does  not  charge  overhead  and  does  not  pay 
federal  sales  tax  on  their  overhead. 


2 


It  seems  quite  natural  that  the  ACD,  representing  the  distilled 
spirits  industry  should  make  these  contentions.,  Their  suggestions 
are  dictated  by  a  desire  to  increase  corporate  profits,  and  not 
necessarily  a  willingness  to  increase  public  benefits „ 

LCBO  Response 

The  Board  studied  the  ACD  recommendations  very  carefully  and  prepared 
documented  evidence  in  January  1971  in  a  report  entitled  "Analysis  of 
the  Operation  of  the  Bottling  Department"  to  counter  most  of  the 
claims  made  by  the  ACD. 

The  Board  showed  that  its  existing  bottling  facility  was  indeed 
profitable  and  it  presented  a  convincing  case  that  it  is  not  competing 
unfairly  with  free  enterprise  as  the  ACD  claims,,  Also,  suggestions 
made  by  the  ACD  that  Board  employees  tend  to  favour  Board  bottled 
products  and  bring  them  to  the  attention  of  the  public  more  frequently 
than  products  bottled  by  private  distillers  were  refuted 0 

The  Economic  Planning  Branch  analysed  the  paper  and  raised  further 
points  relating  to  the  Board's  operation  which  were  felt  to  need  fur¬ 
ther  explanation.  A  copy  of  our  preliminary  analysis  was  sent  to  the 
Deputy  Minister  on  February  26,  1971  „  This  analysis  was  forwarded  to 

Major  General  Kitching,  who  subsequently  replied  that  the  Economic 
b'  . 

Planning  Branch  should  get  in  touch  directly  with  the  people  responsible 
for  the  Board  report. 

Senior  officials  of  the  Economic  Planning  Branch  then  visited  the  Board 
warehouses  on  Lakeshore  Boulevard  and  were  given  a  thorough  explanation 
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of  the  Board's  bottling  operation  and  the  Board's  general  marketing 
policy.  After  this  visit,  the  Economic  Planning  Branch  re-examined 
the  whole  question  of  Board  bottling  and  marketing  strategy  in  order  to 
determine  if  bottling  under  the  present  arrangements  is  indeed  an 
economically  viable  operation. 

As  a  result  of  the  visit  and  subsequent  study  of  the  Board's  operation, 
we  were  able  to  answer  to  our  satisfaction  most  of  the  questions  posed 
earlier.  The  major  points  and  questions  that  were  brought  up  in  our 
earlier  analysis  are  discussed  below: 

Depreciation 

In  the  Board's  original  report,  depreciation  was  omitted  from  cost 
schedules . 

Revised  bottling  cost  estimates  with  depreciation  included  would 
increase  the  Board's  costs  by  only  17  cents  per  case  or  approximately 
1 %  cents  per  bottle. 

With  depreciation  costs  included,  mark-ups  on  Board  bottled  brands 
are  still,  on  the  average,  higher  than  on  imported  bottles.  Naturally, 
with  a  modern  and  more  expensive  bottling  line,  depreciation  would  be 
higher  -  but  not  sufficiently  so  to  alter  the  mark-up  structure  to 
any  appreciable  degree. 

Bottling  by  Distillers 

In  our  initial  probe,  we  questioned  why  no  distillers  have  ever 
attempted  to  market  imported  brands  under  the  arrangements  used  by 


the  Board 
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The  reason  is  contained  in  Section  3  of  the  Importation  of 
Intoxicating  Liquors  Act  which  forbids  private  distillers  from 
bottling  spirits  imported  in  bulk. 

Competition  with  Canadian  Distillers 

The  trade  contends  that  because  nearly  all  products  bottled  by  the 
Board  are  imported,  the  Board  is  doing  a  great  disservice  to  Canadian 
distillers  and  wineries.  Since  the  Board  bottles  primarily  imported 
brands,  it  is  not,  in  fact,  doing  a  disservice  to  Canadian  Industry. 

It  is  rather  the  opposite.  The  Board's  policy  of  offering  quality 
spirits  not  produced  in  Canada  at  prices  lower  than  comparable  products 
imported  in  bottles  has  helped  to  restrain  the  rate  of  price  increase 
of  imported  brands.  Moreover,  the  distilled  spirits  market  is  not 
completely  uniform.  If  the  Board  were  to  discontinue  bottling  bulk 
Scotch  for  example,  present  consumers  of  Board  bottled  Scotch  would 
not  necessarily  shift  to  Canadian  produced  Rye  Whiskey,  but  rather  to 
brands  imported  in  bottles. 

Bottling  Costs  in  Industry 

We  had  stated  in  our  original  submission  that  a  comparison  should 
be  made  between  bottling  costs  in  industry  and  bottling  costs  of  the 
Board. 

Unfortunately,  no  comparative  figures  are  available  because  the  industry 
is  most  reluctant  to  divulge  any  cost  information  pertaining  to  their 
own  bottling  operations.  Ideally,  this  would  have  been  the  best  yard¬ 
stick  by  which  to  gauge  the  efficiency  of  the  Board's  operation,  but  in 
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view  of  this  difficulty,  we  have  attempted  other  methods  which  are 
outlined  later  in  this  report 0 

PROPOSED  NEW  BOTTLING  PLANT 
Mechanical  Considerations 

We  found  that  if  the  Board  is, in  fact,  to  remain  in  the  bottling 
business,  it  is  faced  with  the  necessity  of  replacing  its  existing 
lines  with  a  new  installation 0  The  present  facility  at  the  Board's 
Lakeshore  Boulevard  warehouse  in  antiquated  and  outmoded. 

Quan,  Carruthers,  King  and  Quan ,  Consulting  Engineers,  have  examined 

the  line  in  great  detail  and  concluded  that  a  new  line  should  be 

installed  as  soon  as  possible„  In  their  words: 

"The  individual  components  in  the  line  are  all  in  very  bad 
condition  and  any  one  unit  could  fail  at  any  timea  Faults 
on  the  various  machines  are  causing  stoppages  of  the  line 
fairly  regularly . . „ .  At  present  the  age  and  condition  of 
all  units  in  the  line  are  such  that  it  would  not  be  econo¬ 
mical  to  replace  any  one  machine  if  it  were  to  have  a 
serious  breakdown". 

Also,  new  parts  required  for  servicing  the  existing  equipment  have  to  be 
custom-made,  as  most  replacement  parts  are  no  longer  available. 

Capacity 

The  existing  line  is  limited  to  a  maximum  output  of  60  bottles  per 
minute.  Proposed  new  equipment  would  triple  this  capacity  to  180 
bottles  per  minute,  without  requiring  additional  staff. 

This  is  a  major  consideration  since  the  present  installation  is  already 
operating  at  full  capacity  and  cannot  accommodate  any  future  growth  in 
demand.  The  proposed  bottling  facility,  on  the  other  hand,  will  have 
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a  capacity  large  enough  to  meet  future  growth  in  demand  for  the  next 
15-20  years. 

Flexibility 

The  existing  line  is  capable  of  bottling  only  12  oz  and  25  oz  bottles, 
while  the  long  range  marketing  plan  of  the  Board  calls  for  introduc¬ 
tion  of  40  oz  bottles  in  most  brands;  if  it  were  possible,  the  Board 
would  immediately  put  on  the  market  three  or  four  brands  in  the  40  oz 
bottle . 

In  short,  the  new  line  would  have  the  flexibility  necessary  to  meet 
changing  market  requirements  for  some  considerable  length  of  time. 

Market  Share 

Nowhere  in  the  ACD  submission  referring  to  the  Board  bottling  operation 
do  they  refer  to  the  market  share  held  by  Board  bottled  brands.  Even 
if  the  ACD  criticisms  relating  to  direct  competition  between  Board 
bottled  brands  and  private  Canadian  distillers  were  valid  (which  in 
our  opinion  is  untrue)  ,  the  ACD  claims  of  the  damaging  effects  to  the 
Canadian,  or  specifically  Ontario  distilled  spirits  industry  caused 
by  the  Board’s  bottling  are  grossly  exaggerated  since  the  Board  now 
holds  only  five  to  six  per  cent  of  the  total  Ontario  distilled  spirits 
market . 

Implied  in  the  ACD  criticisms  is  the  assumption  that  if  the  Board's 
bottling  plant  closed,  Canadian  brands  would  take  over  the  market  now 
held  by  Board  bottled  brands.  This  may  be  true  to  a  minor  extent,  but 
most  of  the  substitution  would  be  to  similar  brands  imported  in  bottles. 
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In  total,  the  net  gain  to  Canadian  producers,  considering  the  low 
market  share  held  by  Board  bottled  brands,  would  be  negligible 0 

Economic  Considerations 

The  cost  of  the  new  facility  is  estimated  at  $2,6  million.  This  cost 
includes  a  new  tankage  system,  filtration  system,  water  treatment 
system,  bottling  line,  and  associated  building  construction 0 

Once  a  decision  by  the  Board  to  remain  in  the  bottling  business  has 
been  made  in  principle,  the  next  question  that  must  be  asked  is  whether 
operation  of  the  new  line  will  be  economical  in  the  long  run  - 
considering  the  substantial  investment  that  is  required. 

One  way  the  problem  can  be  examined  is  to  treat  the  investment  like 
an  investment  in  the  corporate  sector  and  determine  whether  the  rate 
of  return  in  the  long-run  will  yield  a  sufficiently  high  rate  of  return 
to  warrant  its  installation.  Ideally,  one  should  compare  the  cost  of 
keeping  the  existing  line  with  all  the  comparable  future  costs  of  a 
new  line  and  make  a  decision  on  that  basis.  This  is  not  possible, 
however,  as  the  old  line  is  at  the  end  of  its  useful  life  and  cannot 
be  retained  much  longer. 

To  arrive  at  some  meaningful  basis  for  a  decision,  we  have  assumed 
that  the  Board,  if  operating  as  a  private  corporation  should  earn  8 
per  cent  on  its  invested  capital  after  paying  corporate  taxes.  We 
have  assumed  that  sales  of  Board  bottled  brands  would  increase  by  a 
modest  5  per  cent  per  year  in  the  next  fifteen  years. (this  is  con¬ 
siderably  lower  than  the  average  rate  of  increase  of  7.4  per  cent 
annually  in  the  15-year  period  1955-70).  We  assumed  also  that  the 


operating  costs  for  the  new  installation  would  be  the  same  as  with 
the  present  system  (on  a  unit  basis  they  would,  in  fact,  be  substan¬ 
tially  lower).  Finally,  we  assumed  that  the  Board  would  earn  $0.70 
profit  per  case  on  the  average,  if  it  were  operating  as  a  private 
corporation.  We  felt  that  return  on  sales  of  $0„70  on  an  average  in 
bond  cost  of  $8„00  per  case  or  8.7  per  cent  is  not  unduly  high  in 
view  of  the  net  return  on  sales  of  some  distillers  as  shown  in  Table  I. 
This  profit  would  add  an  average  of  $1.40  per  case  or  $0.11  per  bottle 
to  the  final  retail  price  if  present  mark-ups  were  retained. 

If  the  above  assumptions  are  made,  the  present  value  of  future  earnings 
derived  from  the  bottling  process  would  be  $3.2  million  as  shown  in 
Table  II.  SINCE  THE  NET  PRESENT  VALUE  OF  FUTURE  EARNINGS  IS  HIGHER 
THAN  THE  INITIAL  OUTLAYS,  THE  INVESTMENT  SHOULD  BE  UNDERTAKEN. 

Also,  it  should  be  emphasized  that  the  5  per  cent  growth  and  15  year 
material  life  are  conservative  estimates.  A  higher  growth  rate  and 
longer  life  naturally  means  that  the  benefits  of  installing  a  new 
line  would  be  greater  still.  Comparative  benefits  at  6  per  cent  and 
7  per  cent  growth  rates  are  shown  in  Tables  III  and  IV. 
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Conclusions  and  Recommendations 

We  are  convinced  that  the  Board  offers  a  useful  service  to  the  public 
by  bottling  high  quality  imported  spirits  and  distributing  them  to 
the  public  at  prices  substantially  lower  than  comparable  spirits  im¬ 
ported  in  bottles.  We  also  feel  that  the  Board  is  not  directly 
competing  with  Canadian  production  as  the  ACD  claims.  For  this 
reason  we  recommend  that  the  Board  remain  in  the  bottling  business. 

From  an  economic  point  of  view,  we  recommend  that  the  Board  immediately 
proceed  with  construction  of  the  new  bottling  plant  as  proposed  by  the 
Board's  architects,  Mathers  and  Haldenby. 

In  order  to  alleviate  uncertainty  among  private  distillers,  we  recommend 
that  the  Board  set  a  realistic  ceiling  on  the  size  of  the  market  served 
by  the  Board  bottled  brands  as  compared  to  the  total  market.  This 
recommendation  should  not  be  construed  as  a  limiting  factor  on  the 
Board's  operations  if  public  tastesreveal  a  rapid  growth  in  Board 
bottled  products. 

We  feel  that  renewed  attempts  should  be  made  to  obtain  comparable 
bottling  costs  in  industry  from  the  ACD  so  that  future  evaluation  on  a 
continuing  basis  can  be  made. 
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PRESENT  $3,736  TABLE  IV  PRESENT  VALUE  OF  FUTURE  PROFITS, 

VALUE  OF  PROFITS  ASSUMING  A  7%  ANNUAL  GROWTH  RATE 

TO  1986  IN  VOLUMES 
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